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Less than a week ago, the Fed slashed rates by 100 basis points to the
effective lower bound, reintroduced a $700bn QE program, rolled out crisisera purchase programs, and renewed global dollar swap lines. Despite
these actions, US financial conditions remain historically tight, with our FCI
falling to the lowest levels since the crisis. Tight financial conditions are the
by-product of impaired transmission channels from monetary policy to the
conditions that impact the real economy: real rates have risen sharply, the
dollar has surged, and spreads for commercial paper, corporate and
municipal bonds, and mortgages have widened sharply.
Some of the above conditions have proved self reinforcing. For example,
the rise in real yields, particularly at the long end, has been associated with
a sharp rise in the trade-weighted dollar, which in turn has put pressure on
commodity prices, breakeven inflation rates and, by extension, risk assets.
In this note we discuss the next steps for Fed policy as it relates to
commercial paper, the balance sheet and the prospects for expanding the
Fed's authority to purchase corporate and municipal debt. The Fed has thus
far shown an exceptional sense of urgency and flexibility in responding to
this unprecedented shock. It is unlikely that revisions to – or expansions of
– existing or past programs will be sufficient to promote accommodative
financial conditions. As such, we should not discount the possibility that
the Fed will receive authority to significantly expand the scope of what they
can purchase.
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Next step for commercial paper: Easing the terms
The Fed’s immediate focus will likely be smoothing the flow of credit to businesses
by unclogging the commercial paper market. This week the Fed resurrected two
crisis-era liquidity facilities, the commercial paper funding facility (CPFF) and the
money market mutual fund liquidity facility (MMLF). While these facilities should
help enhance liquidity in the commercial paper market, it might take time for them
to completely remove the market strains.
One of the problems plaguing the market currently is that prime money market
funds which had faced large and unexpected redemptions over the past week had
to sell a significant portion of their commercial paper holdings. The forced
liquidations led to banks and broker dealers owning commercial paper at distressed
yield levels. However, because the purchases took place before the MMLF
announcement, those paper are not eligible as collateral at the MMLF. As a result,
banks may have limited appetite to buy more from prime money market funds until
the older paper mature and roll off their balance sheets.
There is also some critique that the pricing for the CPFF is too punitive. Through this
facility, the Fed will purchase 3-month commercial paper directly from issuers at the
3-month OIS rate plus 200bp. However, similar maturity commercial paper are
currently trading in the market at lower yields, which suggests that issuers may not
need to engage the CPFF until market pricing converges to the CPFF.
The Fed can ease liquidity conditions further by loosening some of the terms for its
commercial paper facilities. For example, it can expand eligible collateral for the
MMLF to include assets previously purchased from prime money market funds. It
can also reduce the pricing for the CPFF to be more in line with the market. The
pushback for doing so could be that the Fed is inserting itself too much in the shortterm credit market, which is traditionally an area the Fed has avoided intervening
too closely. But to ensure that their accommodation is being transmitted to the
economy, this may be a necessary step.
Figure 1: Commercial paper rates have failed to fall as the Fed has eased
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Next step for the balance sheet: Re-up QE before
considering front-end YCC
Since the Fed's aggressive actions to ease monetary conditions, nominal interest
rates have not moved lower, and in fact recently rose to their highest level in several
weeks, even as equities plunged. The dynamics of this yield rise have been
troubling. Since the trough in nominal yields on March 9th, 2020, real yields have
risen sharply across the curve, as the rise in nominals has been accompanied by a
decline in breakeven inflation which was especially acute at the front end given the
plunge in oil prices (Figure 2). At about 75bps, 10-year breakeven inflation rates are
at the lowest level since the crisis.

Figure 2: Higher Treasury yields entirely due to real yields
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This sharp rise in real yields has been associated with a run-up in the trade-weighted
dollar. Dollar weakness, which resulted from the Fed’s rapid volte face, rapidly
reversed with the spike in real yields, and the dollar has now reached new multi-year
highs on a broad trade-weighted basis (figure 3).
The real rate spike is simply the flip side of the collapse in breakevens. The risk with
these dynamics is that they can easily become circular. Higher real yields
strengthen the dollar and put downward pressure on commodity prices. Weaker
commodities in turn further depress breakevens, increasing real yields. Softer
commodity prices and inflation expectations ultimately weaken risk asset
valuations more broadly, producing a damaging feedback loop that tightens
financial conditions.
To counteract this dynamic, the Fed needs to use asset purchases to push real yields
lower by targeting the term premium directly. While front-end yield curve control
(YCC) has received significant attention from Fed officials recently, we think the
best approach is traditional QE that is more focused at the long-end, as this is what
is driving these adverse dynamics. With the Fed having completed $275bn of its
$500bn of purchases already this week (Figure 4), a new announcement should be
forthcoming next week. In turn, our base case is that the Fed will announce another
$500 bn of Treasury purchases and $200 bn of MBS, focused particularly on the
long-end, to promote market liquidity by further removing excess inventory from
dealer balance sheets and compress the long-end term premium further. However,
the size and composition of purchases will critically depend on how market
conditions develop over the next week as the Fed completes its initial purchase
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commitment.
Figure 4: Fed purchases for the week of March 16 by sector
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Into the unknown: Purchases of corporate and municipal
debt?
Two remaining areas of clogged transmission from monetary policy are corporate
and municipal debt. While the Fed can legally purchase short-dated municipal debt,
Congress would have to grant authority to purchase corporate bonds and longer
duration municipal debt.1
While such a change likely seemed unthinkable in normal circumstances,
unprecedented conditions could well call for extraordinary action on this front. In
a recent op-ed, former Fed chairs Bernanke and Yellen said the Fed could make such
a move to ensure that companies are able to maintain access to credit throughout
this crisis, which can hopefully allow them to maintain key employee-employer
relationships and avoid permanent damage to the economy. News reports have
also noted that officials in congress have recently urged Chair Powell to help state
and local governments that could be in dire straits.
The stress in corporate bond markets is evident, with spreads widening abruptly for
both investment grade and high-yield. One measure that we prefer is the excess
corporate bond risk premium, which is essentially the corporate bond spread
adjusted for the expected default rate. Fed analysis has shown this to be a reliable
indicator of recessions when it blows out. We have updated the Fed's measure
given recent data on implied volatility and corporate bond spreads. Recent moves
now far exceed the 2016 experience and are rapidly approaching the worst of the
financial crisis (Figure 5).

1

It is unclear as of this writing whether the Fed could set up a CPFF-style facility to purchase corporate
debt with Treasury backing or whether the difference in duration makes this impossible.
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Figure 5: Fed's measure of excess corporate bond premium has widened
aggressively
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To ensure the adequate transmission of the Fed's actions to the economy, action on
this front is likely to be needed. While a first step may be to re-establish the Term
Auction Facility, which allowed for borrowing from the Fed at term for a broader
array of counterparties against a broader array of collateral, direct intervention
would likely prove more effective. Direct purchases inject a marginal buyer that is
price-insensitive and does not require the intermediation of the banking sector,
which may have competing considerations related to their regulatory obligations.
Ultimately, we expect the Fed to show tremendous flexibility and to be willing and
able to purchase corporate debt directly if Congress provides them that
opportunity.
Related to municipal debt, the Fed has already taken some actions to address
funding issues by expanding the list of securities accepted as collateral through the
Money Market Mutual Fund Liquidity Facility to include munis. However, there has
been, of late, discussion amongst some members of Congress that would expand
the Fed’s ability to purchase muni debt with longer maturities than the current sixmonth limit. Services provided by state and local municipalities play an incredibly
important role in combatting recessions. For example, unemployment insurance
programs are provided by the states. Many states and localities are dependent on
sales tax and other revenues that are proportional to economic activity. Thus, as
economic activity slows, state and local budgets are put under increasing strain and
lending to those municipalities looks to be an increasingly bad investment, just as
those municipalities need money the most. Should the Fed be granted the authority
to purchase muni debt as part of its QE powers, this could help to limit any unwanted
rise in muni rates and allow for municipalities to have an easier time issuing debt,
helping to maintain as much sense of normalcy in economic activity as possible in
response to this unprecedented shock.

Conclusion
Recent market moves have run counter to the Fed's goals of easing financial
conditions as the transmission of the Fed's extraordinary actions to the real
economy has been clogged. The Fed has thus far shown an exceptional sense of
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urgency and flexibility in responding to this unprecedented shock. It is unlikely that
revisions to – or expansions of – existing or past programs will be sufficient to
promote accommodative financial conditions. As such, we should not discount the
possibility that the Fed will receive authority to significantly expand the scope of
what they can purchase, likely including corporate and municipal debt.
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and conflict disclosures can also be found at https://research.db.com/Research/Topics/Equities?topicId=RB0002. Investors
are strongly encouraged to review this information before investing.

Analyst Certification
The views expressed in this report accurately reflect the personal views of the undersigned lead analyst(s). In addition, the
undersigned lead analyst(s) has not and will not receive any compensation for providing a specific recommendation or view
in this report. Matthew Luzzetti, Stuart Sparks, Brett Ryan, Justin Weidner, Steven Zeng.

Deutsche Bank Securities Inc.

Page 7

Provided for the exclusive use of corporate.communications-ny@db.com on 2020-03-20T21:09+00:00. DO NOT REDISTRIBUTE

20 March 2020
Fed Notes

Additional Information
The information and opinions in this report were prepared by Deutsche Bank AG or one of its affiliates (collectively 'Deutsche
Bank'). Though the information herein is believed to be reliable and has been obtained from public sources believed to be
reliable, Deutsche Bank makes no representation as to its accuracy or completeness. Hyperlinks to third-party websites in this
report are provided for reader convenience only. Deutsche Bank neither endorses the content nor is responsible for the
accuracy or security controls of those websites.
If you use the services of Deutsche Bank in connection with a purchase or sale of a security that is discussed in this report, or
is included or discussed in another communication (oral or written) from a Deutsche Bank analyst, Deutsche Bank may act as
principal for its own account or as agent for another person.
Deutsche Bank may consider this report in deciding to trade as principal. It may also engage in transactions, for its own account
or with customers, in a manner inconsistent with the views taken in this research report. Others within Deutsche Bank,
including strategists, sales staff and other analysts, may take views that are inconsistent with those taken in this research
report. Deutsche Bank issues a variety of research products, including fundamental analysis, equity-linked analysis,
quantitative analysis and trade ideas. Recommendations contained in one type of communication may differ from
recommendations contained in others, whether as a result of differing time horizons, methodologies, perspectives or
otherwise. Deutsche Bank and/or its affiliates may also be holding debt or equity securities of the issuers it writes on. Analysts
are paid in part based on the profitability of Deutsche Bank AG and its affiliates, which includes investment banking, trading
and principal trading revenues.
Opinions, estimates and projections constitute the current judgment of the author as of the date of this report. They do not
necessarily reflect the opinions of Deutsche Bank and are subject to change without notice. Deutsche Bank provides liquidity
for buyers and sellers of securities issued by the companies it covers. Deutsche Bank research analysts sometimes have
shorter-term trade ideas that may be inconsistent with Deutsche Bank's existing longer-term ratings. Some trade ideas for
equities are listed as Catalyst Calls on the Research Website (https://research.db.com/Research/) , and can be found on the
general coverage list and also on the covered company’s page. A Catalyst Call represents a high-conviction belief by an analyst
that a stock will outperform or underperform the market and/or a specified sector over a time frame of no less than two weeks
and no more than three months. In addition to Catalyst Calls, analysts may occasionally discuss with our clients, and with
Deutsche Bank salespersons and traders, trading strategies or ideas that reference catalysts or events that may have a nearterm or medium-term impact on the market price of the securities discussed in this report, which impact may be directionally
counter to the analysts' current 12-month view of total return or investment return as described herein. Deutsche Bank has
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changes or becomes inaccurate. Coverage and the frequency of changes in market conditions and in both general and
company-specific economic prospects make it difficult to update research at defined intervals. Updates are at the sole
discretion of the coverage analyst or of the Research Department Management, and the majority of reports are published at
irregular intervals. This report is provided for informational purposes only and does not take into account the particular
investment objectives, financial situations, or needs of individual clients. It is not an offer or a solicitation of an offer to buy or
sell any financial instruments or to participate in any particular trading strategy. Target prices are inherently imprecise and a
product of the analyst’s judgment. The financial instruments discussed in this report may not be suitable for all investors, and
investors must make their own informed investment decisions. Prices and availability of financial instruments are subject to
change without notice, and investment transactions can lead to losses as a result of price fluctuations and other factors. If a
financial instrument is denominated in a currency other than an investor's currency, a change in exchange rates may adversely
affect the investment. Past performance is not necessarily indicative of future results. Performance calculations exclude
transaction costs, unless otherwise indicated. Unless otherwise indicated, prices are current as of the end of the previous
trading session and are sourced from local exchanges via Reuters, Bloomberg and other vendors. Data is also sourced from
Deutsche Bank, subject companies, and other parties.
The Deutsche Bank Research Department is independent of other business divisions of the Bank. Details regarding our
organizational arrangements and information barriers we have to prevent and avoid conflicts of interest with respect to our
research are available on our website (https://research.db.com/Research/) under Disclaimer.
Macroeconomic fluctuations often account for most of the risks associated with exposures to instruments that promise to pay
fixed or variable interest rates. For an investor who is long fixed-rate instruments (thus receiving these cash flows), increases
in interest rates naturally lift the discount factors applied to the expected cash flows and thus cause a loss. The longer the
maturity of a certain cash flow and the higher the move in the discount factor, the higher will be the loss. Upside surprises in
inflation, fiscal funding needs, and FX depreciation rates are among the most common adverse macroeconomic shocks to
receivers. But counterparty exposure, issuer creditworthiness, client segmentation, regulation (including changes in assets
holding limits for different types of investors), changes in tax policies, currency convertibility (which may constrain currency
conversion, repatriation of profits and/or liquidation of positions), and settlement issues related to local clearing houses are
also important risk factors. The sensitivity of fixed-income instruments to macroeconomic shocks may be mitigated by
indexing the contracted cash flows to inflation, to FX depreciation, or to specified interest rates – these are common in
emerging markets. The index fixings may – by construction – lag or mis-measure the actual move in the underlying variables
they are intended to track. The choice of the proper fixing (or metric) is particularly important in swaps markets, where floating
coupon rates (i.e., coupons indexed to a typically short-dated interest rate reference index) are exchanged for fixed coupons.
Funding in a currency that differs from the currency in which coupons are denominated carries FX risk. Options on swaps
(swaptions) the risks typical to options in addition to the risks related to rates movements.
Derivative transactions involve numerous risks including market, counterparty default and illiquidity risk. The appropriateness
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applicable disclosure document before making any decision about whether to acquire the product. In preparing this report,
the primary analyst or an individual who assisted in the preparation of this report has likely been in contact with the company
that is the subject of this research for confirmation/clarification of data, facts, statements, permission to use company-sourced
material in the report, and/or site-visit attendance. Without prior approval from Research Management, analysts may not
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accept from current or potential Banking clients the costs of travel, accommodations, or other expenses incurred by analysts
attending site visits, conferences, social events, and the like. Similarly, without prior approval from Research Management and
Anti-Bribery and Corruption (“ABC”) team, analysts may not accept perks or other items of value for their personal use from
issuers they cover.
Additional information relative to securities, other financial products or issuers discussed in this report is available upon
request. This report may not be reproduced, distributed or published without Deutsche Bank's prior written consent.
Backtested, hypothetical or simulated performance results have inherent limitations. Unlike an actual performance record
based on trading actual client portfolios, simulated results are achieved by means of the retroactive application of a backtested
model itself designed with the benefit of hindsight. Taking into account historical events the backtesting of performance also
differs from actual account performance because an actual investment strategy may be adjusted any time, for any reason,
including a response to material, economic or market factors. The backtested performance includes hypothetical results that
do not reflect the reinvestment of dividends and other earnings or the deduction of advisory fees, brokerage or other
commissions, and any other expenses that a client would have paid or actually paid. No representation is made that any trading
strategy or account will or is likely to achieve profits or losses similar to those shown. Alternative modeling techniques or
assumptions might produce significantly different results and prove to be more appropriate. Past hypothetical backtest results
are neither an indicator nor guarantee of future returns. Actual results will vary, perhaps materially, from the analysis.
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